
looking ccononiic cost principles would promote competition in rural 
study areas by providing more accurate investmcrit signals to potential 
competitors 2 1  

‘I’hc Co~nmissiun reaffirmed its long-term coinmitment to the use of 

1ww:ird~loolung costs to scl univers;rl service support levels in i ts  rcccnt RTF Order 

‘I‘hc Commission specifically stated that it “disagreeLd]” with rural  ILEC 

rrprrsent:itives who argued “that the forward-looking cosL mechanism should not be 

ciscd to tlctcrniinc rural company support and that  only an embedded cost 

niechiinisin will pruvide sufficient support for rura l  carricrs.” a/ Rather, the 

Commission reaffirmed its previous conrlusions regarding the transition from a 

universal service system hased on ~-atc-of-rcturn to one based on forward-looking 

costs 

The Commission prev~ously delermincd that  support based on forward- 
looking cost is sufficient for the provision of the supported serviccs and 
sends thc corrcct signals for entry, Investment, and  innovation . . 
While the Rural Task Forcc demonstrated the inappropriateness of 
using input values designed for non-rural carriers to determine 
support fur rurnl carricrs, we do not find that  its analysis justifies a 
reversal of the Commission’s position with respect to the use of 
forward-looking cost as  a general inalter. 341 

‘l’hr Commissiciii indicated lhal  it would soon initiate a “coinprchenslve review of 

the high-cost mcchamsms for rural and non-rural carriers as a whole,” In which I t  

~- : iZ/  
~inmedi; i t r ly  into a forwaril.lwktiig cast-based system ilnmedlatcly due to concerns about the 
npplii.nhility of thc cost inudrls to rurnl ILECs 

Id a t  89:15, ‘1 293 The C~rmnilssiun, however ,  declined to move rural ILECs 

Id a1 8935-37, 11 294-95 

- 3:U 

- :+ $1 
1999) (df i r rn i i ig  t ha t  lorwaid-looking support  satisfies statutory “sufficxncy” c r ~ t e r ~ o n ) ,  Alenco , 
301 F :Id a1 620 (sainL,) 

IYf“f’fJr&r, 16 FGC U d  at 11311, 7j 174 (2UUl) (emphasis addcd)(citatioiis omitted) 

Id A c w  d .  Tr,xas O/ /m u / P u h l w  U l d ~  Cour~sel u FCC, I83 F 3d 393, 412 (6th Clr 



would “consider all options, including the use of forward-looking costs, to determine 

;ippropriatc. support levels for both rural and  non-rural carriers.” a/ 
It is time fiir thc Commission to deliver on these comrnitmcnts. The 

Corn inisslim should prompt1.v open the ruleinaking Western Wireless proposes, and 

should work toward eliminating ROR regulation and replacing i t  with a system 

bnuctl on furwadlooking costs 

111. THE FAILED SYSTEM OF RATE-OF-RETURN REGULATION MUST 
BE ELIMINATED AND REPLACED EXPEDITIOUSLY 

In  adopting the 19YGAct. Congress challenged regulators to adopt a 

new wgulntory paradigm that  would be consistent wlth the emergence of 

competition thnrughout the telecominunications industry, including in rural  and 

high-cost :ireas, while elso preserving and advancing the goal of universal service 

L ~ J  IO now, the Comrnlss1on has  delaycd thc inevitable changes to the ROR system 

of‘ regulating KLECs, perhaps due to concerns about the impact of this competitive 

transforniation on rural carriers and their customers and the need for a gradual 

Lfansition However. the time has come to begin niaklng the changes necessary to 

focus universal service puhcv on “sufficient funding of cuslurners, not proutders.” 36/ 

As discussed brlow, the exulstlng KOK syslem is pcrnwous for three 

reasons (1) i t  precludes the dcvclopment of competition on a level playing field, 

and t,ticrchy harms consllmci-s 111 rural areas who are deprived of the  benefits of 

17 



siich competition, (2) it gives carriers incentives to operate inefficiently and 

discourages them from introducing technological innovations, to the detriment of 

I u tu l  consumers, and ( 3 )  it creates opportunitics for waste, fraud and abuse and 

c i n i b ~ s  thc uow;irrantrd expansion of Lhe irniversal service fund, harming 

cunsiimcIs n;iLiiinwide who ultimately pay into the fund 

A. ROR Regulat ion Artificially In te r fe res  With Compet i t ion  

ROIt rcgu1;ition harms consumers in rural areas by artificially 

iiitc.rfering wlth competition 

cii i ist inww by “increasing customer choice, innovative services, and ncw 

technologies,” by pronioting “the deployment of new facilities and technologies” 

while providing ”;in incentive Lo the incuinbcnt rural telephone companies to 

iinpruve their existing network to remain compctitive,” and by “creating incentives 

to cnsuix’ that  quality scrvices are available a t  ‘Just, reasonable, and affordable 

ratcs ’ ” 3J/ But such conipctitwn on a level playing field is impossible under the 

curl-cnt It011 rules. 

Conipetitlon in the universal servlce market benefits 

First. the currcnt funding mcchiinlsm ;isyrnmctrlcally provides full 

hi~Loric;rl cost rc.covery for lncunibents, but pcr-llnc recovery for new entrants. It 

tlierchy creatcs a bias 111 favor of the mcunibcnt This can distort competitive 

outcoines and reduccs ccononl~r efficiency There can be no levcl competitive 

piayiil:: field when the ~nc:u~nhcnt not only enJoys the natural advantages of 
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incumbency, but alsu cnjoys R govcrninent-guaranteed return on investment, while 

competltivc ETCs' investments ;ire completely a t  risk. ROR regulation provides 

1 c'vciiue guarantees for ILECs, hut not competitive ETCs, which is fundamentally 

antagonistic tu compelition 3 1  

Second, ROIt concepts drive a fundamentally unbalanced high-cost 

r r31ne  for. rural ILECs :iritl coinpctitive ETCs. Kiiral ILECs are  assured a 

p~i r t ic i~ la i~  Icvcl of support even i f  they lose access lines and markct share to a 

competitor The Commission originally adopted a rule that would have taken 

suppmt away fruni ILECs as competitive ETCs gain market share, but abandoned 

this compctitivc market-based rule fur a return to KOR regulation. 391 Competltive 

ETC- rcccivc support only for the customer connectlons they serve - that  is, they 

I'CCCIVC support only to the cxtcnl they garner market share, and t f  they lose 

custuiners, they lose support Competltwn on a level playing field is mposslble 

when one class of competitors t w e l v e s  such unbalanced regulatory advantages. 401 

Third, KOK-based access charges and universal service support create 

ntifvcuratc and incf'licient incentives for competitive entrants, as well as  for 

incumbent c:irriers The Commission's recent condemnatlon of the use of historical 

__ .. 
~~ ,I*/ 
.iugyest. tlre Ccimrnlssiuii shr,uld eliminale such gu;mnlet.s Sor all cnrrlers 

- . iY/ 
~ 1 1 , ' { z  , , I S Y Y i  ~ s i . ~ ~ r n p n r ~ ~ ~ ~ u f h ~ ~ i ~ ~ ' ~ u ~ n ( l ~ . s ~ b r ~ u ~ ~ ~  Qwc5t Corp u FCC, 258F3d 1191 (10th 

.!I i t >  *Scpi '1OOlJ) (iivailable .it titip iiwwvu. wutc wa guvlrtf) 

.. IO/ 
Kcr115trs Si< r / c  llnivc~rsal &I tiiw Fund Pir,suun! lo Serlion 253 o/,/hc Corn,nunlcalwrrs Acl of 
19J.1. 15 FC'C licd 11227, l f i L : j l ,  7 l(1 (2000) 

R;ilher Lhim creating rewiiiie guirnntccu Sor competltlve ETCs as well, as some part~es  

&d~~ro l .S tu /e  Join1 llonrd on L'niutwul  Scrulce, Nlnth Report and Order, 14 FCC Rcd 

CII 2'JOii ST ulso Rural l'ask Force. KTF While Puper #5. Competition and Universai .%rf)ice 

Sw CI.i*slw,i M'rreicas ('orp I'elilioii IUI- f'rer,nplion u/ SLULULCS and Rules Regurdlnz Lhr 



('ostc1 111 ENL rate setting apJ1hS with .equal force to thc use of historical costs in 

st.ttlng rural ILECs' access chargc rates and univcrsal service support levels 

In addition to thc problcms associated with rcliance o n  incumbent LEC 
accounting records, the use uf histoncal costs docs not necessarily 
provide efficient inveslmcnt signals to potential entrants. As many 
economists have notcd, i t  is forward-looking costs, not historical costs, 
thnL arc rclcvant in sett,ing prices in  competitive markcts. If historical 
costs :ire higher than t h r  forward-lookmg costs an entrant would face, 
setting r a tw  011 thc basis of historical cost could result in UNE prices 
t h a t  deter cmtry gener:illy, or cause entrants to build their own 
facilities cvcn whcii i t  is incfficicnt to do so. Conversely, if historical 
costs :ire lower than forward-looking costs, UNE rates based on 
historical costs might caiisc cntrants to lcase facilities when it was 
inore efficient either to build their own or not to cnter a particular 
market. 411 

ROR Regulat ion Crea te s  Incent ives  for Inefficiency and 
I m p e d e s  Innovat ion  

ItOli rcgiiln tion crcatcs incentives for ILECs to operate inefficiently 

B. 

(won 111 :i rnotiopoly environment). liecause it entitlcs thcm to cost recovery 

regadloss 01 how inelficicnt the invcstmcnt The Commission recognized this 

protilem over t rn  years ago 

First, as :I I.)rofit-in;iximizer, thc firm is led to adopt t h r  most costly, 
rather than the most efficient, investment strategies because its 
primary nicans of Incrcasmg dollar earnings under rate-of-return 
constraints is to enlarge its rate basc * * * Second, since all operating 
c.xpcmses arc Included in a firm's revenue requirernenL under rate of 
rclurii, management has little incentive to nlinimlze operating costs. 
* * *  In both CBSCS, 

incentives increase the cost of dolng business - and thus the rates 
consumers iniist pay for scrvice * * * * * 

The distorted efficiency incentives establ~shetl by rate-of-return 
regulation also may have a ncgahve effect on innovation Clearly, rate- 
of-rctuni establishes no incentivc to 'do the same old thing a brttcr 

consumers suffer becausc these distorted 
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way’ ~ for example. by providing the same service a t  lower cost - 
because a carrier's rew;ird for such innovation is a reduction in its 
dolhr  earnings Such r.egnlat,ion may well have similar effects oil 
inccvitlvcs to p r o t l i ~ e  new products and services. a/ 
The Coinmission expanded on  this analysis in i ts  1989 order 

c~1iinin:iting R 0 R  rcgulalion for AT&T arid proposing to eliminate i t  for thc  large 

ILIiCs, crmcluding a s  follows. 

Under rate of return, however, “normal” profit levels are  est.ablished in 
advance by regulatory fiat Thc dynamic process that  produces socially 
beneficial rcsults in a competitive environment is strongly suppressed 
In fact, rather than encourage socially beneficial behawor by the 
regulated firm, riite (if relurii actually discourages it. 

1 hc distorted incentives created by ratc of return regulation are  easily 
illustrated. In a competitive environment, wherc prices are dictated by 
tlie market, a company’s iinit. costs and profits generally are  related 
invcrsely If onc goes up, the other goes down. Rate of return 
rcgulatioii stands this rclationship on its head. Although carriers 
suhject to such regulation are limited to earnmg a particular 
percentage return on investment during a fixed period, a carner 
seeking to increase i ts  dollar earnings often can do so merely by 
increasing its avgregate investment. In other words, under a rate of 
return regime, profits ( L  e ,  dollar earnings) can go up when invcstment 
goes up. This crcatcs a powerfnl incentwe for carriers to “pad” their 
cost,s, regardless of whether additional invcstment is necessary or 
clficient. A n d ,  bemuse a carrier’s operating cxpenses generally are  
recovered from ratepaycrs on a dollar-for-dollar basis, and do not affect 
shareholder profits, management has little incentive to conservc on 
such expenses. This creatcs a n  additional incentive to operate 
incfficiently Moreover, in situations in which carriers providing more 
than onc service face competition for one or more of such services, rate 
of retiirn regulation ciiablcs carriers to distort the competitive process 
by manipulating their reported cost allocations. 

A system that establishes such inccntives is unlikely to encourage 
cffiicicncy Moreover, administering rate  of return regulation in order 

- 421 P i i c e  (’UJJ I~’NPRA4. :i FCC Rcd at  3219-20,3223,1l11 39,46, see also Harvey Avcrch and  
1.i~land 1, Johnson.  “nchnvloi- uf thc Firm tinder Regulatory Constraint,” 52 Amor Econ Rev 
l ( 1 . 2  1,1962, ,411red E Kahn. Thr, Lwwiriics of R~gulotion Principles and Institutions, vu1 2. at  
,1759 (1071) 

I ,  

- 
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to cuunteract these incentives is a difficult arid complex process, cvcn 
when done correctly and well. This is so primarily [because] . . . . a 
regulator may have difficulty obtaining accurate cost information as 
t,he carrier itself IS the source of nearly all information about its costs. 
Furthermore, no regulator has the resources to review in detail the 
thousands of individual busincss judgments a carrier makes 4.71 

Thv Ch~nniiss iun went on t.o obsorve the diffirulty 01 prevcnting cost misallocations 

:ind cross-huI)sidies, particularly in  a n  cnvironmcnt of tcchnological advancement, 

incwasing cunipctition, and  “a continuing shift in the boundaries between the 

coriipctitivc and Icss coinpclitivc scgmcnts of the trlccomrnunications 

in;irketpl:ice ” a/ 
‘I’hus, rate of return regu1:ition is widely recognizcd as  eliminating 

iiiceiitivw for carricrs to opcratc cfficiently, improve productivity, or introduce 

innovative t r chno lops  ;ind services g/ As thc U S Court of Appeals for the D.C. 

Clrcuit explained in upholding the shift from ROR to price caps for larger ILECs, 

“hewuse :I firm can pass any cost along tu ratepayers (unless it is identified as 

impriidmt), its inccntivc to innovate is less sharp than if I t  were unregulated.” 

Thls concliision is supported by rrnplrical econoinctrlc research, whlch confirms that 

&/ 
11 27 (1HY5), sulrsrquent histi)ry omittcd, ILEC Price Cap Order, 5 17CC Rcd a t  6789-90, 
w 3 : ’  

Pricc Cup I’erfurrnunie IIcurcu: for l i ~ ~ l  Lxclmnge Carriers. 10 FCC Rcd 8961, 8973, 
22, 



"tisuig r:itc-uf-retutn regulation does have the unintended consequence of 

d c c ~ w s i n y  ~ h c  firm's expenditures on H&l) " 471 

In  the I;nctiersul Scruicc Pcrst Report arid Order, the Commission 

spcciilcull~ tecojinized the incllicieiwy of thc current embodded-cost support 

mwlimisms in thc context of rural ILECs opcrating under ROR regulation: 

We find Lh:lt the current support mechanisms neither ensure that  
ILECs arc  opcrahng eff~ciently nor encourage them to do so Indeed, by 
guar;rnteeing carrlcrs recovery of 100 percent of all loop costs in excess 
of 150 percent of the natlonal average loop cost, the current hlgh-cost 
funding mcrhanisms effectively discourage efficiency. Thus, we agree 
with [Citizens for a Sound Economy] that  calculating hlgh-cost support 
based on embedded cost is contrary to sound economic policy. We 
conclude that haslng support on forward-looklng econoiiiic cost or 
perhaps compctitivc bidding will require telecommunications to 
oper:rte efficiently and will facilitate the move to competition in all 
telccomniiunicatians markets. 4x1 

In addition. the current unjustlflab~e d1sparit.y between the regulatory 

>\ a i c , n i : ,  1i)r iireiis servcd by so-called "noti-rural" ILKCs and areas served by rural 

11 ,E& c r c ~ ~ t c s  very strong, unrconomlc incentives far large ILECs to sell exchanges 

to sm,dl ones, even thou,yh thcrc arc economies of scale that can be achieved by the 

largei carriers 19/ While sparsely populated rural urra5 undoubtedly are  more 



costly to sel've, there is nothing unique about the rural ILE'Cs, and no economically 

iiriiic.ip1c.d mason to provide differing amounts of high-cost support to sinal1 ILECs, 

1;irg.c TLECs. or competitive ETCs, if  the carriers serve similar or  identical 

g:coXr;iphic arcas. a/ 
C. Embedded Cost-Based Universal Service Support Generates 

Exccssive Funding And Is Highly Susceptible to Fraud, Waste, 
and Abuse. 

~nibcddcd-cost- l i~se[~ support In a system of KOR regulation is 

;irtiitiaiy and not propcrly reflective of true costs First, as  a theoretical matter. 

cmbedded costs :ire cconoinicnlly 1rrelev:lnt to  economic decision-makmg, and 

therrforc. thc usc of cmbcddcd costs in setting rates and high-cost support is 

in;iccur;ito Thcrc is a consensus among economists that  "it is forward-looking costs, 

nvl. hisroi-~c:ii costs, tha t  are relevant in setting priccs in compctitivc markcts." a/ 
Fin"w;wtl-looking costs ~ not sunk costs - represent the costs that ,  in the real world, 

d ~ ~ v c  the (:conoinic decision-maklng of' both incumbent providers and prospective 
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i icw ~ . n l i x n t s  regarding investment, production, and pricing s/ Thus, a truly 

‘.<w%t- b:iwd“ hystrin would tlrilizc fwwadlooking costs, not embedded (or 

1~n~kw;irtl-lookiii~) costs 

Second, evcaii if embedded cost-based regulation were appropriate as a 

Ihc~irctic:~I iiiattvr, in  prxt ice  the existing ROE regulatory system IS fatally flawed 

bv gcncratioiis of regulatory distortions ROR regulation is driven by FCC rules 

(principal1.v Part.s 32, 36, and 69) that wcrc dcsigncd for the primary purpose of 

genera1Ing cross-suhsidies and/or shifting revenues between the state and federal 

luristhctions 3/ Thcrc is no reason to think that  the revenues driven by thesc 

 xist sting rules h:ive any relalionship to the  “reality” even as generated by accounting 

C U S t h  

Third, and perhaps most significantly, thc ROK regulatory system is 

likely tu he h ~ g h l y  inaccnmte bccausc it depends heavdy on the ILECs’sclf- 

rcpoi~ting based (111 their own accounting records, which have never been audited or 

scrutinized by iiidepcndcnt auditors or rcgulators. As the Cornmxsslon recently 

polnlcd uu t ,  

Traditional ra tc-haselrate-of-return ratemakmg has generally been 
based on the use of historical costs, i.c., the costs the regulated firm 
iiicurrcd in hu~ldiiig its network and providing service and that  i t  
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recorded in its books of account. As an initial matler, a n  historical cost 
approach IS highly dependent on the accuracy of an incumbent LEC‘s 
accwnting rccords. which potentially creates a slgnificant information 
asymmetry that hcnefits the Incumbent LECs. 541 

Rut 110 comprehensive atidlt of the regulatory accounts of the vast majority of rural 

JlXCs has \)wn conducted in thc past dccade, clilher hy the FCC. state commissions, 

SK.1. si rhe Universal Scrvicc Adniinlstratlve Co (“USAC), or independent 

:~uditcirs retained by the ILECs thclnsclvcs Thus, thcre is no reason to presume 

11iu ;~cr~ i i - : i t~v  of the regulatory books of account (kept separately from the books of 

account maintained and audited for t.ax purposes) 

Indeed, there is good reason to think that the rural ILECs’ costs may 

t i c  significantly overstated, which would result in a bloated high-cost fund The 

existing rcgulatory systcin providcs ample opportunltres and inccntlves for ROR- 

rcgulatccl ILECs to misrc,port costs i n  a manner that would improperly augment 

univers;rl servict: disbui-scrnenk and “pad thcir ratcs,” &6/, such as by improperly 

;tlloc;rting costs to LLEC regul;ited operations that more propcrly should have been 

;Illocatcd to other activitics A s  demonstrated in Attachment A to this  Petition, 

ccrt;iin st;itt* comniissions have uncarthcd cvtcnsjvc incldents of cross-subsidization 

and other Iiiipropcr accountlng practices 

- 5 j i  

,j 
- r q ~ ’  ,IMI o u i c ~ m r u  uf these I - ~ L W W S  are not made public. Moreover, NECA does not have 
suLiivient stntl Lo wiiducl siringent reviews or audits of a l l  carriers’ cost data ,  a n d  given that 
SI?(?;\ (thi orig11 its n o a d  uf Ihrcrturs) IS r u n  b y  and for thc ILECs thcrnselves, NECA is imt 
sufhrntls indrprndc~nl U I  rate oTrrlurn ILEC intci-osts lo support. a strong oversight function 

TE/./f/C NI’IIM ;it f :32 

&.iil(, NEC.4 does r e v ~ e w  ROR carriers‘ cost study and  high-cost fund  suhmissiuns, the .. 



The California Public Utilities Commission found that a mid-sized 
coinpanv had (1) improperly misallocated corporatelmanagerial costs, 
regnlatory costs, land and building costs, anti other expenses to the 
ILEC that should have been allocated to the company's cable television, 
wlrcless, long-dlslance, and alarm monltoring affiliates, in violation of 
thr  FCC's I'urt 6'1 rulcs, (11)  expensed software development costs in a 
hinglc year, contrary to Gcncrlilly Accepted Accounting Principles, and 
(in) improperly hooked thc costs of institutional and goodwill 
ndvcrtisiiig in the I l JX 's  regulated accounts. 

Thcb Idaho Public Utilities Commission rcduccd an ILEC's claim to 
recover the cost of paymcnts to affiliates and certain software capital 
leases, since those expenditures wcrc rclatcd to the provlsion of 
unregulated scrviccs. The Idaho commission also rc~ccted recovery of 
the costs of equipment that was no longer in servlce and costs of fiber 
lhat  had not, yet heen placed into service, and it disallowed recovery of 
corporate image advertising costs and  a depreciation reserve deficiency. 

'rhv Kansas Corporation Cominlssion reached a settlement with two 
RLISC subsidiarlcs of one holdlng company that  precluded them from 
rccciving any state universal service support. hascd on a finding that 
the holding company had ~mpropcrly allocated the entire cost of 
manrigetnent stock incentives and financial advlsory fees paid to the 
owners of the holding company to the regulated ILEC, and had 
allocaled no curuorate costs t.o unregulated subsidiaries. 

'I'ht. Kansas coniniission found that  another ILEC had claimed 
depreciation expenses on plant that  had already been fully depreciated, 
misallocatcd tlcfcrrcd inconic taxes rclating to non-regulated affiliates, 
wid improperly hooked consulting fees that had no relationship wlth 
regulated operations 

Thr Kansas commission found that a carrier had claimed more 
property tax expense t1i:in it had actually paid during the tesl year, 
utilized depreciation rates in excess of t,hose permitted by the 
commission, and Improperly included lobbying and corporate image 
adverlismg expenses. 

'I'he Oregon commission disallowed a n  ILEC's claim to depreciation 
recovery for equipment that had already bcen retired, rejected recovery 
of executive bonuses paid for achieving corporatc financial goals that  
hcnefitcd shareholders rather than ratepayers, and made adjustments 
for the company's failure to  reflect the reduction in expenses realized 
through the sale of several exchanges. 



The Vermont commission rejected a n  ILEC‘s attempt to recover the 
noli-recurring costs of operational support systems (“OSS”), which had 
alrcady bccn recovered through intcrconncction ratcs, and  of local 
number port:ibility implement:rtiun, for which the FCC had already 
developed an interstate cost recovery mechanism. 

’I‘hc Washington comrniss~on disallowed an ILEC’s recovery uf 
corporate in iagr  advcrtislng costs, rejected its attempt tu use 
depreciation rate5 tha t  the commission had alrcady rejected, and 
disallowed thc costs of purchases from a n  affiliatc a t  prices that 
cxcccdcd market prices. 

Other exanples are discrisscd in Attachments A and I3 

Given tlir very strong pcrvcrse incentives and the lack of effective 

;uidiring or oversight of their llOK ;recounting, undoubtedly a far greater numbcr of 

incidents are ncvcr detected. resulting In excess support flowing Lo the ILECs. The 

Cominiss~on cannot ignore thc ROR 1LECs’ interstalc overearnlngs b e . ,  revenues 

from interstatr access charges plus univers:d servicc fund disburscments that 

crccvd the 11.25% allowcd rate-of-relurn) of over $218 million in the 2001-2002 

pcriod, $92 million in 1999-2000 and $121 riiillion in  1997-1998 571 

Moreover, even if  and when the Commission does detect ROR carriers’ 

ovei’-eurnings, the Comm~ssi~rii may not he able to remedy them In a recent case, 

the Commiss~on found that an ILEC had earned cxcesslve amounts by Improperly 

.rliocaLing certain costs 1 0  the intccstate ~urisdlctlon that applicable rules required 

1 1 1  bc treatud as intrastate The reviewing court upheld the Commission’s 

9 ~ .  r 7 ,  

2003) ~dc~ini~ir~lrnlii~g tha t  iiiiiriei’tiuh r;ite-iif~rc,turn ILECs itre earning in excess 01 the 11 25”O 
~ i i ~ i i o ~ i ~ e d  irite of rci,iirn) 

SCC ATkT Ex P a r k  Filing. CC Dorkct Nos 00.256, 96-45, 98-77, and 98- 166 (riled May 9, 
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c~~)ncl iisioii that the ILEC hiid inisal1r)cuted these costs. B/ Nonetheless, the court 

held that, because the Cominisslon had not suspcnded the tarlff rates and 

c%:ftrlishetl :in ~nvcst~galltrn a t  the tliiic the relevant tariff was filed, the rates were 

c~~~nclus~velv  “dwined IawfuI” undcr 47 U S.C 5 204(a)(3), and therefore the 

Coinmission was without eitlhority to order rate refunds or damages js/ Thus, 

cvcn with respect to those inciclrnts of ROR malfcasancc that the Commission 

ilotrt.ts (most likely a sniall minority), in most C ~ S C S  the Commission may lack 

:iuthonty to order an effective remedy. In effect, this could well incan that ROR 

txfigulation is iincnforccsahle in the context of tariffed interstate access charges An 

;tltc~rn:itive regulntory fuimework is urgcntly ncedcd 

“In a n  cra of corporate governance problems and accountmg 

dq>rcdations, this Coniimssion has an especially hlgh burden” of responsibillty to  

cswblish a n d  cnforcc accoiinting safeguards “that help prevent and detect 

:intic~impetitive behavior” by rural I LECs 601 Thc most cffectlve way to preclude 

such waste, fraud, and abuse would hc to chminate the ROR regulatory system, 

which provides the opportunity and inccntives for such misconduct. However, 

d u r ~ n g  the tiinc period whcn ROR regulation remains in ctfect, we  propose a 
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nuinher of in tcr in~ steps that the Commissirin should take to ovcrsee the ROR 

i q i i i a t o r y  I)~’OCCSS more stringently. cnhance the transparency of the process, and  

I in i i t  t h i .  potential for. nhuse. Specifically, the FCC should make the following 

chiri:cs immedia tcly 

- Carriers’ cost studies. work papers, and other data submissions 
supporting their high-cost funding should be made publicly available, 
given tha t  high-cost support is a form of public funding. 

As with the 1999 audits of the Bell companies’ Continuing Property 
Itccords, a/ thc icsiilts of any reviews of cost studies or other data 
sut)mmssions involving high-cost funding conducted by the NECA or 
USAC over the past thrcc years should be made publicly available 

Truly independcnt auditors ( i x ,  public accounting firms) should be 
retained under the supervision of the Commisslon and/or USAC to 
conduct audits of the data underlying the high-cost submissions of 
KOR ILECs no less frequently than cvcry three years, and more 
frcqncntly if there is a significant incrcase in  a company’s year over 
ycar funding requests. Companies should be required to  provide full 
access to  thcir books and records, and the results of the audits would 
be made publicly availablc 

Among other inattcrs, audiLs should focus on whether the subJect ILEC 
is properly classifying its loops and other facilities in  reporting loop 
counts and network investments, whether the carrier has proper cost 
accounting manuals, with adequate inlernal controls In place; whether 
the carrier complies with afriliale transactions rules; and whether 
costs are booked to the correct Part  32 accounts, and othcr factors such 
a s  interest expense on debt and intcrcst during construction, and cash 
waking capital are  recorded and accounted fur correctly 621 

- 

- 

- 
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- The Commission should immediately suspend and investigate tariff 
Uilirigs of KOK carriers i n  order to avold the statutory “conclusive 
prcsumption” that  thc rates are “deemed lawful,’’ and thcrcby preserve 
thc Commission’s ability to order refunds or damages In the event Ihat 
ovrr-earnings arc  later detcctcd 

* * * * *  

In sum,  thc curl-cnt system of embedded cost-based support for rural 

I IACs and ROR ~.cgulat~on artificially inhlbits the development of competition, 

t.ncoiir;lgcs inefficiencies, :and creatcs opportunities for ILECs to improperly expand 

t hc size of thcir funds through fraud, waste, and abuse. Rather than making 

icgulatory changcs that  would impose further artifma1 constraints on competition, 

such as  climinxting portability. it is time to eliminate embedded cost-based support 

;end H 0 H  rcgulation 

IV.  THE COMMISSION SHOULD ESTABLISH A COMPETITIVELY 
NEUTRAL, PORTABLE HIGH-COST FUNDING SYSTEM BASED ON 
FORWARD-LOOKING COSTS 

‘Fhc Commission shoirld open a proccedmg to dcvelop a more 

;~ppropriatc high-cost f‘undlng system based on forward.looking costs to determine 

identic;il support amounts for a11 ETCs serving a partlcular geographic area. AS the 

Commission recently explained 

A forward-looking costing methodology considers what i t  would cost 
today to build and opcrate an erficient network (or to expand an 
existing network) that can provide the same services as the 
incumbent’s existing network. Thc benefit of a forward-looklng 
approach is that it gives potential competltors cfficient price signals in 
deciding whcthcr to invest in their own facihties or to lease the 
incumbent’.: facilities That is, if construction of new facilities by a 
conipetitivc LEC wuuld cost less than leasing facilitics a t  prices based 
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on [forward-looking cconomic cost], the officlcnt result is for the ncw 
entrant to build its own faci l i txs  @/ 

I.'orwadloolrin:. costs - determined using an economic model oi- other forward. 

Irroicing mf.thodolog)., rather than hy reference to an individual carrier's accounting 

rvcirrtls - inorc accurately gauges the costs drivlng economic decision-making by any 

L~ntcrprisc Forward-looking costs can d s o  he neutral as between incumbents and 

iiow enti'ants, and betwern wireless and wircline technologies: 

[Wlc h id  t h a t  the usc of mechanisms incorporating forward-looking 
eccinoinic cost piinciplcs would promote compctitlon in rural study 
arras  by providing more accurate investment signals t o  potcntial 
competitors. * * * l3ccause support wlll be calculated and then 
distributed in predictable and consistent amounts, such a forward- 
louking economic cost methodology would compel carricrs to be more 
disciplined in planning their investnicnt decisions.. a/ 
The Commission Should Develop Appropr ia te  Forward-  
Looking Costing Analytical Platforms and I n p u t s  

The first step in  developing a new forward-looking cost-based system 

A. 

for computing high~cost support IS devclopmg an analytical platform and 

appropriiit,e inputs with respect to the forward-looking cost - "what It would cost 

t{~tl;iy t o  tmild and operate a n  cfficicnt network (or to cxpand a n  existmg network) 

that ran  pruvide thc sainc services as Lhe illcumbent's existlng network" 6,5/ ~ in 

i~rcas  served by rural ILECs and their competitors The Commission should seek 

comment 011 issues such ;IS the following. 
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Whether the existing Synthesis Model provides an adequate model 
pl;ilform for this purpose; 

If so, what modifications to inpiit assumptions (if any) would be needed 
to apply that modcl t,o areas servcd by rural ILECs and their 
competitors, 

If the Synthesis Modcl cannot be used or adapted, how a n  alternative 
modcl platform oi' olher forward-looking cost. mcthodology should bc 
developed E/ 

Although, the Rural Task Force expressed reservations about utilizing 

t.he existing Synthcsis Modcl to develop support amounts for rural carricrs, 671 the 

Commission correctly recognizcd that 

M:iny commenters representing the interests of rural telephone 
coinpanics argue that the Hural Task Force's analysis conclusively 
demonstrates that  thc forward-looking cost mechanism should not be 
usod to  dctcrinine rural company support and tha l  only an  embedded 
cost incchanism will provide sufficient support for rural carriers. We 
disaprec. Whde the Rural Task Force dcinonstrated the 
inappropriateness of using input valucs designed for non-rural carriers 
LO determinc support for rural carriers, we do not find that lts analysis 
lastifies a revcisal of'the Commission's position with respect to  the use 
of forward-looking cost as a gencral matter. a/ 

I t  is d s o  significant that the recent TELRZC NPKM sccks comment on forward- 

looking costing tnatters with rcspect to UNEs offered by small ILECs as well as 

liirgcr. carriers. a/ While UNE pricing entalls some different methodological issues 



t h m  detrrmnatiuii of fmwerd-louking costs for universal service high-cost support 

puqoscs, therc are many rclatcd issues, and the Commission can productively 

~idtlress both thc UNE pricing and high-cost support issues simultaneously, and can 

do so ~isiiii: inaiiy (if not all) of' thc same criteria. For example, for purposcs of 

+Iewloping appropriate forwadlooking iiiputs to the rural universal service cost 

inel hodology, thv Commission should consider how to develop dynamically efficient, 

liirwiircl-looking dcmand estimates that account for thc development of facihties- 

i ~ a s ~ d  coinpetitioi~ ( L  e , t.hat no single provider's f:rcilitics will serve 100% of the 

r o ~ i s u i n ~ r  dcmand in  a n y  given :ilea) E/ 

The Commission's costing analysis efforts in  the context of universal 

swvicc should not be liiiiited to ILEC network costs In many cascs, wireless 

networks miiy incur lowcr hrw:rrd-(ookmg costs Lo providc basic universal 

service zL/ Fur example, in 1998 Wcstcrn Wireless developed a Wireless Cost 

Modrl b;iscd largcly on the HA1 wircline model, but incorporating a wireless 

nt:tw.ork module in  placc ~ f t h r  HA1 modcl's stnndard wireline loop module. The 

W;ititeld Wireless Modcl ("HWW') estiniatcs the cost of wireless scrwce, using 

cluster population data and L E C  traffic loads to delermine cell site, equipment. 



i tod liackhaul rcqiiircmctits. and wing the transport, swikhing, signalling and 

u(hci cost data from the IIAl wirelinc model z/ 
The goal of niiivcrsul servicc must be to prescrve and advance 

tiiiiwwal ~ ( ~ t ' v i c c  as efficirntl> as possible, and therefore the forward-looking 

:ipprrlac.h Cor purposes of dctcrinining high-cost support amounts should be 

ciilculiited. for all carriers, based on the h r  of the forward-lookmg cost of ILEC 

network tcchnology or the forward-looking cost of wirclcss network technology. The 

Coni inission recently reaffirmed its "commitment to forward-looking costing 

priiic~plcs." and cxplaincd that "[a] forward-looking costing methodology consldcrs 

w h t i t  i t  would cos1 today to build and operate tin efficient network (or to expand a n  

cwsting nctwork) that can provide the sane  scrviccs a s  the incumbent's existing 

notwork 791 Conslstent with the Commission's thcory offorward-looking cost, the 

(~'ommissioii should rnakc funding availablc bascd on the lower of the efficient 

l~rw:~rd- loul~ ing  costs of ILEC real-world networks and  the efficlrnt forward-looking 

costs 01 rcnl-world wireless nc.t.works, tlevcloped bascd on "the real-world attributes 

0 1  thc routing and topography" oCsuch carriers' networks a/ For example, 

Wcstwn W1rclcss demonstrated that. if universal service support were based on the 

lesser of ILEC forw:rrd-louking COSLS or wirclcss forward-looking costs, then there 



c.ould bc a savings of 48’!,3 roniparcd tu providing universal service support based 

only u n  wirolinc technology E/ 

As part of the process of re-examining the foyward-looking cost 

:~iial\;tic;il process. the Cominission should reconsider some of the ILEC-ccntered 

irssuinpticitrs i t  has made i n  its past modcling cfforts For example, in the original 

Synthesis Model fur high-cost universal service support, the Commission began 

with a n  .issumption that the hasic geographic unit of analysis was the ILEC wire 

w n t c r  ‘I‘he Coinmission should consider dropping tha t  assumption and, instead, 

use ;I ~echiiolog~-neutral  geog:l’;iphic unit of analysis, such as countles or census- 

block-gmups Oiic advantagc of such an  approach is that data on the specific 

grwgmphic houndarios and othcr fcacuycs of such units are more readlly available to 

thr  public than ILEC wire center and study area boundarlcs 

B. The Commission Should Establish a Competitively Neutral 
Methodology to Derive Support Amounts 

Once the Commission has an analytical methodology in place to 

di.tcwninc forward-looking costs for each spcclfied geographic arca, the next step 1s 

to rsmblish chc rules for deriving support amounts Western Wireless submits that  

such L-LIIC*S should niect each of the foll~iwing criteria. 

(1) As  dircctcd by the ‘l‘enth Circuit, the methodology for all carriers, 

rural as well as non-rural. must be “sufficient” and must be 

targeted t u  advance the statutory goals of “affordable” ratcs in high- 
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cost oll’cas that arc  “rcasonably comparablc” to those in  urban 

:ireas. 71;1 

C2) The mcthodology must be competi~ively and technologically neutral 

Thus, 1 1  should not make any difference whether the geographic 

~ i - e a  I S  served by a rural ILEC, a non-rural ILEC, a competitive 

W C ,  or somc combination. 

(3) Thc incthodologg should provlde sufficient federal support for a 

carrier seeking t,o serve a given high-cost geographic area, 

regardless w h c t h n  that area is located in  a state with average 

costs that arc ahovc or below the natlonal average 

(4) The methodology should provide sufficient federal support to give 

states with costs well above the national average the resources to 

supply any needed intrastate support. 

(5) The methodology should include “inducements” for states to takc 

any necess:iry intrastate actions to eliminate implicit support, as  

wquired by the 199G Act. 121  

There are a niimhcl. of possible approaches thnl  would satisfy these 

ob],lcct,ives Qwest Communications outllned one posslble approach in its comments 
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111 the> T ~ ~ n t l i  Circuit, Rcinnnd proceedmg B/ Under Qwest's proposal, thc cnrrcnt 

high-cos1 support mechanisms (model-based support and Interstate Access Support) 

wui t l t l  bc rcplaccd hy what Qwest called "Ticr One" and "Tier Two" support. Tier 

Onc S u p p ~ r t  would he based on a siinple comparison of thc cost of service in each 

:ii'ca with R national benchni;.irk (snch as the $31 benchmark currently uscd in 

tlrterinining support for nan-rural carriers). Tier Two Support (likc the Model- 

H;iswi Fund today) would he designed to provide funding to thc highest-cost states 

tha t  havc thc lcast ability to generate needed intrastate funding based on the 

tlivcxrgcnre between the statewide average cost and the national average, while a t  

the siimi. tiine ensuring that  the most rural areas are eligible for federal universal 

s('rvicc (tinding While Qwcst offered its proposal specifically for areas served by 

non-rural ILECs and their conipetilors, Western Wireless bclicves a similar 

approach could also bc applied to art'as served by rural I L K S  and them competltors 

Thc Commission should seek i'urthcr comment on this idea E!/ 

~~. - 

._ 781 
~ ( I O L )  sce 01.w Ex I'aitt, Lt*t,t.ur Sivni J o h n  W Kurt.. $west, to Marlene H Dortch, Secretary, CC 
Ducklat Nu 9 6 ~ 4 5  (filed Oct 1. 2003) (sui i i inar~z~ng Qwest's positiun on the Ten th  Clrcuit 
rem ii nil) 

; !Y 
0, c l , , ,  , IL 1I1d ]lot altogether rcyct  i t  wthcr - t h e  Surther NPRM rnentlons the pruposal a n d  seeks 
I ~ ~ r ~ l i e r  conirncnt 011 related isswh 

Qwcs,l. CoinmLmts, CC Dockrt No 96-45 (10th ClrcuiL Remand Proceeding) (l'llcd April 10, 

W11,lc t he  Corninissicin did 1101. adopt Qwest's propuaal 111 the Tcnlh Clrcuzt Reinmd 

Scc Tcnlh CLrl.uLI Remand Order FNPRM. 11 130 n.420 

,\nmiwr. s imi l a r  a l t o  native would bc to provide ihcreasing pereentagcs of federal 
btlpp01 L iot gwgraphrc l o c a m s  of ~ncrcnsiog cost. Fur example, the federal fund could provide 
-J < 8  01 Lhr diffcicnce betweeii thv hrwcird-looking cost and the benchmark average cost fur 
Iixalioiis ~1111 i.nsti that  arr  135'!,6 tu 150% ol the national average, 50'!4 for locations 150% to 
200"., of thc ,ivcrage, 75'% for Iucatioiis 200% Lo 250% of the average, a n d  100% oi  the dtffercnce 
Sclwcrn thc forward-looking cust and the benchinark aveiage cost for locations wlth costs tha t  

') 7 ,, 

ill'e m ~ , ,  l l r  tilt. I la t l l ina~  iIvcrngc 
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C. The Rules Must  Inc lude  Inducemen t s  for El imina t ing  Implicit 
Subs id ies  from Retail Rates  

Section 25.1 forbids the Comnnssion from mdct~nltely maintaining 

iiiii~licit s;ubsidirs 111 the interstate ratc structurc, a/ and a t  a minimum "states a 

1.1c;ir pid&enw" that st.:ires take  complcmcntary actions to eliminatc lmpllcit 

support froin intrastate ratcs a/ This I S  bec:iuse, as the Commission has long 

recognized. "iinpl~cit subsidic~s 

discourage tdfici~nt local and long distance compctition in  rural areas and limit 

< ~ ~ i ~ s ~ ~ m e r  choicc," a/ and "m:iy undurminc cfticient competition by permitting an  

~ncumhc~iit ciirrier to price services helow cost " a/ Western Wireless submits that, 

conslsteiit wlth the Tcnlh C l r c ~ ~ t ' s  ruling, the universal service high-cost support 

have it disruptive effect on cornpetition;" a/ "may 

- HO/ 
XI01 F 2d 111 62 1. Texus Ofl icc uff'u-ubliu Illrlily Cvurrsrl u FCC. 265 F 3d 313, 318 (5th Cir 2001) 

-~ ? I :  
i 'rvp I? Iown LiLiiiliC,, Buurd. $2: U S 3Y5. 393-94 (1999) (nvtmg tha t  ' '5 254 requircs tha t  
[ i i ~ t ~ i ~ t : t k ~  iiiiiveical survicc ~ ~ I i ~ i c l i ~ ~  be phased out. so whatever possibility uf arbitrage 
r ~ i n n i i i s  w i l l  be on[? trinpvrimy" i n  respunse tu ILEC concerns tha t  availability uf unbundled 
nclwoil ,  elements A t  'I'ELKlC wuuld wi;ilile en t ran ts  t u  avold Ihe burden  of universal servlce 
sub*~clies I ~ u ~ l t  into ILECs' Illtr3htale retilll rales) 

- H"/ 

$:i/ 

- til: 
I 7&K).5.96, 11 30 (1997) ("Irnpllcit h i i 1 w d i t . s  :Axr have ii disruptive effect on cornpetitim, Impeding 
tlw dLic~ i~ i i i  de~eloprnent  of cumpafition i n  butli the local and  1onfi.dlstance markets Fur 
~ . x ; i m p l e ,  w h - r  raies are sigiiifiuan~ly above w s t ,  consurncrs may chuosc to bypass the 
i ~ ~ ~ . t ~ m b t ~ ~ i t  LE& switched atccss nctwark, PVL'II if the LEC IS the most efficient pruvlder . co11vw3d!, WIICTC I.IILC'S :we suhsidizcd (as 111 the case of consumers in high-cost areas), rates 
w d t  tic set Lou low ; ind an ot l ie i~ ise  elhcimrl provider would have no mccntivc t u  enter the 
m.irkel In either mse,  thc Lutal WSI ut'telccommunicatioris services will not bc us  low as IL 
w d t i  oLlie~wise be ni a ~iiin~iel.itivc markct Recuuse o l  the growing importance of the  
I c l r c u i r i i i i u i i ~ c a t ~ ~ i r i ~  Indusrrj Lo t,lie ur.onurny as R whole, this ineffic~ent system uf access 

T a u s  Off~cc f J f h 6 h (  L m i j ,  Cuunscf LJ FCC, 183 F 3d 393, 406 (5th Cir lYY9),Akncu, 

'Ibrrili C'UCULL R C I ~ O ~ L ~  Orrlt,r, 11 26, sce also Quesl Curp u FCC, 258 F 3d at 1203, AT&T 

A c ( . L ' ~ s  (~/ iu ,g(~Rt- /u i in ,  Ordvr oii Remand, 18 FCC Rrd 14976, 14977-78, 7 2 (2003) 

M A G  Order, 16 FCC Rcd :it 6-7. 9 6 

Id , II 193 Sw alvu Arccss ( , ' h n i j y  Refurm, First Rcport and Order, 12 FCC Rcd 1598Z1 

lleir!w r e l i n  ds jd i  crcatiun and ~wnomi l ' g ruwth  111 the nat lun ") 
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